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A c c o m p a n y i n g this letter is an exposure draft of a proposed Statement of Position (SOP), Deposit
Accounting: Accounting
for Insurance and Reinsurance Contracts That Do Not Transfer
Insurance
Risk. A summary of the significant provisions of the proposed SOP is included in t h e forepart of that
document.
The purpose of the exposure draft is to solicit c o m m e n t s f r o m preparers, auditors, and users of
financial statements and other interested parties. AcSEC invites c o m m e n t s on all matters in the
proposed SOP and particularly on the following specific issues. Respondents need not c o m m e n t on
all of the issues and are encouraged to comment on additional issues. Respondents should refer t o
specific paragraph numbers and include reasons for any suggestions or c o m m e n t s .
Scope
Issue 1: The proposed SOP would apply to all enterprises, including insurance enterprises and other
enterprises. Is there any reason to exclude enterprises other than insurance companies f r o m the
scope? Will non-insurance enterprises have or be able to obtain sufficient information or data to
enable t h e m to apply the provisions of this proposed SOP? W h y or w h y not?
Refer to paragraphs 6 and 7 .
Kinds of Contracts
Issue 2: This proposed SOP identifies four kinds of contracts and provides guidance on accounting
f o r these kinds of deposit categories. Is there a need for guidance for all four kinds of contracts
identified in the proposed SOP?
Refer to paragraphs 8 through 1 7 .
Transition
Issue 3: This proposed SOP w o u l d require adoption at the beginning of an e n t i t y ' s fiscal year (that
is, if the SOP is adopted prior to the effective date and during an interim period other than the first
interim period, all prior interim periods should be restated). The effect of initially adopting this
proposed SOP should be reported as a cumulative effect of a change in accounting principle (in
accordance w i t h the provisions of APB Opinion 2 0 ) . Would another method of transition be more
appropriate?
Refer t o paragraph 2 0 .
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Effective Date
Issue 4: This proposed SOP would be effective for financial statements for fiscal years beginning after
December 15, 1998, with earlier adoption permitted. Is the effective date appropriate?
Refer to paragraph 20.
Responses should be addressed to Elaine Lehnert, Technical Manager, Accounting Standards, File
3162.DA, American Institute of Certified Public Accountants, 1211 Avenue of the Americas, New
York, NY 10036-8775, in time to be received by September 30, 1997. Responses also may be sent
by electronic mail over the Internet to ELEHNERT@AICPA.ORG.
Written comments on this exposure draft will become part of the public record of the AICPA and will
be available for public inspection at the AICPA library for one year after October 30, 1997.
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SUMMARY

This proposed Statement of Position (SOP) provides guidance on how to account for insurance and
reinsurance contracts that do not transfer insurance risk. It applies to all entities and all insurance
and reinsurance contracts that do not transfer insurance risk except for long-duration life and health
insurance contracts. The method used to account for insurance and reinsurance contracts that do
not transfer insurance risk is referred to in this proposed SOP as deposit accounting. The proposed
SOP does not address when deposit accounting should be applied.
This proposed SOP specifies the following.
•

Insurance and reinsurance contracts for which the deposit method is appropriate should be
classified as one of the following, which are those—
— That transfer only significant timing risk.
— That transfer only significant underwriting risk.
— That transfer neither significant timing nor underwriting risk.
— With indeterminate risk.

•

At inception, a deposit asset or liability should be recognized for insurance and reinsurance
contracts accounted for under deposit accounting and should be measured based on the
consideration paid or received less any explicitly identified premiums or fees to be retained by
the insurer or reinsurer.

•

Insurance and reinsurance contracts that transfer neither significant timing nor underwriting risk
and insurance and reinsurance contracts that transfer only significant timing risk should be
accounted for using the interest method. Changes in estimates of the timing or amounts of
recoveries should be accounted for by recalculating the effective yield. The asset or liability
should then be adjusted to the amount that would have existed had the new effective yield
been applied since the inception of the contract. The revenue and expense recorded for such
contracts shall be included in interest income or interest expense.

•

Insurance or reinsurance contracts that transfer only significant underwriting risk should be
accounted for by measuring the deposit based on the unexpired portion of the coverage
provided until losses are incurred that will be reimbursed under the contracts. Once a loss is
incurred that will be reimbursed under this kind of contract, the deposit should be measured by
the present value of the expected future cash flows arising from the contract plus the remaining
unexpired portion of the coverage provided. Changes in the recorded amount of the deposit,
other than the unexpired portion of the coverage provided, should be included in the income
statement of the insured as an offset against the loss recorded by the insured that will be
reimbursed under the contract and in an insurer's income statement as an incurred loss. The
reduction in the deposit related to the unexpired portion of the coverage provided should be
recorded by the insured and the insurer who are insurance enterprises as an adjustment to
incurred losses. If the insured and the insurer are enterprises other than insurance enterprises,
the reduction in the deposit related to the unexpired portion of the coverage provided should be
recorded as an expense.

•

For insurance and reinsurance contracts with indeterminate risk, the guidance in SOP 92-5,
Accounting for Foreign Property and Liability Reinsurance, as to the open-year method, should
be followed. The open-year method should not, however, be used to defer losses that
otherwise would be recognized pursuant to FASB Statement No. 5. Under the open-year
method, the effects of the contracts are not included in the determination of net income until
sufficient information becomes available to reasonably estimate and allocate premiums. The
open-year method requires that these effects be aggregated in the balance sheet. When
sufficient information becomes available to reasonably estimate and allocate premiums, the
insurance or reinsurance contract with indeterminate risk should be reclassified into one of the
other three categories as an insurance or reinsurance contract that transfers neither significant
timing nor underwriting risk, transfers only significant timing risk, or transfers only significant
underwriting risk, as appropriate, and accounted for accordingly.

This proposed SOP is effective for financial statements for fiscal years beginning after December 15,
1998, with earlier adoption encouraged. Restatement of previously issued annual financial
statements would not be permitted. Initial application of this proposed SOP should be as of the
beginning of an entity's fiscal year (that is, if the proposed SOP were adopted before the effective
date and during an interim period, all prior interim periods would be required to be restated). The
effect of initially adopting this SOP should be reported as a cumulative effect of a change in
accounting principle (in accordance with the provisions of Accounting Principles Board Opinion No.
20, Accounting Changes).
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FOREWORD
The accounting guidance contained in this document has been cleared by the Financial Accounting
Standards Board (FASB). The procedure for clearing accounting guidance in documents issued by the
Accounting Standards Executive Committee (AcSEC) involves the FASB reviewing and discussing in
public board meetings (1) a prospectus for a project to develop a document, (2) a proposed exposure
draft that has been approved by at least ten of AcSEC's fifteen members, and (3) a proposed final
document that has been approved by at least ten of AcSEC's fifteen members. The document is
cleared if five of the seven FASB members do not object to AcSEC undertaking the project, issuing
the proposed exposure draft or, after considering the input received by AcSEC as a result of the
issuance of the exposure draft, issuing the final document.
The criteria applied by the FASB in their review of proposed projects and proposed documents include
the following.
1.

The proposal does not conflict with current or proposed accounting requirements,
unless it is a limited circumstance, usually in specialized industry accounting, and the
proposal adequately justifies the departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of applying it.

In many situations, prior to clearance, the FASB will propose suggestions, many of which are included
in the documents.
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PROPOSED STATEMENT OF POSITION
DEPOSIT ACCOUNTING: ACCOUNTING FOR INSURANCE A N D
REINSURANCE CONTRACTS T H A T DO NOT TRANSFER INSURANCE RISK

INTRODUCTION
1 . "Insurance provides indemnification against loss or liability f r o m specified events and
circumstances that may occur or be discovered during a specified period. In exchange for a payment
from the policyholder (a premium), an insurance enterprise agrees t o pay t h e policyholder if specified
events occur or are discovered. Similarly, the insurance enterprise may obtain indemnification against
claims associated w i t h contracts it has w r i t t e n by entering into a reinsurance contract w i t h another
enterprise." 1 Insurance and reinsurance contracts m a y be structured in various w a y s . The premium
paid by t h e policyholder may represent a payment for the transfer of insurance risk2 or it may
represent a deposit.
2 . Paragraph 4 4 of Financial Accounting Standards Board (FASB) Statement of Financial A c c o u n t i n g
Standards No. 5, Accounting
for Contingencies, states, in part:
T o t h e e x t e n t that an insurance contract or reinsurance contract does n o t ,
despite its f o r m , provide for indemnification of the insured or the ceding
company by the insurer or reinsurer against loss or liability, t h e premium paid
less the amount of the premium to be retained by the insurer or reinsurer shall
be accounted for as a deposit by the insured or ceding company.
3. FASB Statement No. 1 1 3 , Accounting and Reporting for Reinsurance of Short-Duration
and LongDuration Contracts, established certain conditions for determining w h e t h e r a reinsurance contract
indemnifies against loss or liability relating t o insurance risk. Although existing accounting literature
does not provide similar criteria to evaluate whether an insurance contract indemnifies against loss
or liability, generally accepted accounting principles (GAAP) require a determination of w h e t h e r
insurance risk has been transferred (as discussed in paragraph 2 above). This SOP does not address
w h e n deposit accounting should be applied nor provide criteria t o make this determination. Such
guidance is provided on a case-by-case basis in t h e applicable pronouncements.
4 . The consensus decisions in FASB Emerging Issues Task Force (EITF) Issues Nos. 9 3 - 1 4 ,
Accounting for Multiple-Year Retrospectively Rated Insurance Contracts by Insurance Enterprises and
Other Enterprises,
and 9 3 - 6 , Accounting
for Multiple-Year
Retrospectively
Rated
Reinsurance
Contracts by Ceding and Assuming Enterprises, provide further guidance on w h e n deposit accounting
should be applied t o reinsurance and insurance contracts.
5. As stated above, FASB Statements No. 5 and No. 113 and EITF Issues No. 9 3 - 1 4 and No. 9 3 - 6
each require that the deposit method of accounting be applied w h e n parties enter into insurance or
reinsurance contracts that do not transfer insurance risk.
However, the existing accounting
pronouncements do not describe what is meant by deposit accounting in those circumstances or h o w
it should be applied.

1

Source: Paragraph 1 of FASB Statement No. 113, Accounting and Reporting for Reinsurance of ShortDuration and Long-Duration Contracts.
2

Terms defined in the "Glossary" are set in boldface type the first time they appear in this Statement of
Position (SOP).
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APPLICABILITY AND SCOPE
6. This SOP provides guidance on how to apply the deposit method of accounting when it is required
for insurance and reinsurance contracts that do not transfer insurance risk. This SOP applies to all
entities that have entered into the following kinds of insurance and reinsurance contracts:
a. Short-duration insurance and reinsurance contracts that do not transfer insurance risk as
described in paragraph 44 of FASB Statement No. 5 and, for reinsurance contracts, as
described in paragraphs 8-11 and 18(a) of FASB Statement No. 113 and EITF Issue No. 93-6.
b. Long-duration insurance and reinsurance contracts of nonlife insurers and multiple-year
retrospectively rated reinsurance contracts that do not transfer insurance risk or for which
insurance risk transfer is not determinable (EITF Issue No. 93-14 and EITF Issue No. 93-6
prescribe the deposit method of accounting for these kinds of contracts, respectively.)
This SOP does not address or change existing requirements as to when deposit accounting should be
applied. The conclusions in this SOP apply to both the insured and the insurer in an insurance or
reinsurance contract (also referred to in reinsurance contracts as the ceding and assuming entity,
respectively).
7. FASB Statement No. 97, Accounting and Reporting by Insurance Enterprises for Certain LongDuration Contracts and for Realized Gains and Losses from the Sale of Investments, and FASB
Statement No. 113 provide explicitly that long-duration life and health insurance contracts that do
not indemnify against mortality or morbidity risk should be accounted for as investment contracts as
defined and described in FASB Statement No. 97. Therefore, such contracts are not covered by this
SOP.
Kinds of Contracts
8. Transfer of insurance risk requires transferring both timing risk and underwriting risk. Therefore,
four possible categories for deposit arrangements have been identified as follows:

An insurance or reinsurance contract that transfers only significant timing risk. For an
insurance or reinsurance contract to be considered to have transferred significant timing risk,
the timing of the loss reimbursement under the contract must be based on the timing of the
loss event. 3 An insurance or reinsurance contract that transfers only significant timing risk
limits the amount of underwriting risk to which the insurer or reinsurer is subject and is
commonly entered into by the insured or ceding entity to provide liquidity. These limitations
may result in an insufficient transfer of insurance risk. For example, insurance and
reinsurance contracts which provide for experience adjustments may indicate that a sufficient
amount of underwriting risk has not been transferred. The recovery of the amount of the
initial deposit for a contract that transfers only significant timing risk is not substantially
dependent on future loss experience of the insured.

3

With respect to insurance contracts, the timing of the loss reimbursement under the contract would be
based on the timing of the loss event. For reinsurance contracts, the timing of the loss reimbursement under the
contract would be based on the timing of payment by the insured or reinsured of the underlying loss.

b. An insurance or reinsurance contract that transfers only significant underwriting
risk. For an
insurance or reinsurance contract t o be considered t o have transferred significant underwriting
risk, the probability of a significant variation in the amount of payments under the insurance or
reinsurance contract must be more than remote. Such variation must also result f r o m variation
in the insured's losses, and it must be at least reasonably possible t h a t the insurer will realize a
s i g n i f i c a n t loss f r o m the transaction. A n insurance or reinsurance contract t h a t transfers only
significant underwriting risk may be entered into t o lessen the overall economic risks associated
w i t h the contract and permit a greater amount of coverage than w o u l d otherwise be obtainable
for a comparable premium. Features in insurance or reinsurance contracts t h a t transfer only
significant underwriting risk limit the uncertainties about the timing of the receipt and payment
of cash f l o w , t h u s , limiting the amount of timing risk assumed by t h e insurer. A delayed
reimbursement of losses by the insurer is a possible indication t h a t timing risk has not been
transferred. 4 Unlike insurance and reinsurance contracts that transfer only significant timing risk,
t h e recovery of the amount of the initial deposit for an insurance or reinsurance contract that
transfers only significant underwriting risk is substantially dependent on t h e f u t u r e loss experience
of t h e insured. Depending on such experience, the initial deposit m a y be recovered or t h e
recovery may be significantly more or less than the original deposit.
C.

An insurance or reinsurance, contract that transfers neither significant timing nor
significant
underwriting risk. Insurance and reinsurance contracts t h a t transfer neither significant timing
nor significant underwriting risk are expected t o be rare.

d.

An insurance or reinsurance contract with an indeterminate
risk. These insurance and
reinsurance contracts have uncertain terms, or there is insufficient information t o reasonably
estimate and allocate premiums in proportion to the protection provided. For example, certain
insurance and reinsurance contracts allow the insured t o obtain some degree of coverage for
m u l t i p l e years w i t h o u t exposing the insurer t o a defined level of insurance risk each year.
Uncertainties surrounding these insurance and reinsurance c o n t r a c t s are analogous t o those
o f t e n associated w i t h foreign property and liability reinsurance as addressed in SOP 9 2 - 5 ,
Accounting
for Foreign Property and Liability
Reinsurance.

CONCLUSIONS
Initial Measurement
9. A t i n c e p t i o n , a deposit asset or liability should be recognized for insurance and reinsurance
contracts accounted for under deposit accounting and should be measured based on t h e consideration
paid or received less any explicitly identified premiums or fees t o be retained by t h e insurer or
reinsurer.
Subsequent Measurement
Insurance and Reinsurance Contracts That Transfer Only Significant Timing Risk and Insurance and
Reinsurance Contracts That Transfer Neither Significant Timing nor Underwriting Risk
1 0 . For insurance and reinsurance contracts that transfer only significant timing risk or t h a t transfer
neither significant timing nor significant underwriting risk, the amount of the deposit asset or liability

4

FASB Statement No. 113 paragraph 9(b) states, in part, "A reinsurer shall not be considered to have
assumed significant insurance risk under the reinsured contracts if the probability of a significant variation in either
the amount or timing of payments by the reinsurer is remote. Contractual provisions that delay timely
reimbursement to the ceding enterprise would prevent this condition from being met."
15

should be adjusted at subsequent reporting dates by calculating the effective yield on the insurance
or reinsurance contract to reflect actual payments to date and expected future payments (as
discussed in paragraph 11 below), with a corresponding credit or charge to interest income or
expense. This approach is consistent with the interest method described in Accounting Principles
Board (APB) Opinion No. 2 1 , Interest on Receivables and Payables, and FASB Statement No. 9 1 ,
Accounting for Nonrefundable Fees and Costs Associated with Originating or Acquiring Loans and
Initial Direct Costs of Leases.
1 1 . The calculation of the effective yield should use the estimated amount and timing of cash flows.
Consistent with paragraph 19 of FASB Statement No. 9 1 , if a change in the actual or estimated
timing or amount of cash flows occurs, the effective yield should be recalculated to reflect the revised
actual or estimated cash flows. The deposit should be adjusted to the amount that would have
existed at the balance sheet date had the new effective yield been applied since the inception of the
insurance or reinsurance contract. Changes in the carrying amount of the deposit should be reported
as interest income or interest expense.5
12. Significant changes in the expected amounts of aggregate cash flows are likely to occur
infrequently because of the nature of these kinds of contracts. Should a significant change occur in
the total amount of actual and estimated cash flows, at that time, the enterprise should determine
if the change indicates that the contract does includes significant underwriting risk and therefore
should be converted to the accounting for contracts that transfer only significant underwriting risk
(See paragraphs 13 through 15 for the accounting guidance for insurance and reinsurance contracts
that transfer only significant underwriting risk).
Insurance and Reinsurance Contracts That Transfer Only Significant Underwriting Risk
13. Until such time as a loss is incurred that will be reimbursed under an insurance or reinsurance
contract that transfers only significant underwriting risk, the deposit should be measured based on
the unexpired portion of the coverage provided. Once a loss is incurred that will be reimbursed under
such a contract, the deposit should be measured by the present value of the expected future cash
flows arising from the contract plus the remaining unexpired portion of the coverage provided.
14. Changes in the recorded amount of the deposit, other than the unexpired portion of the coverage
provided, arising from an insurance or reinsurance contract that transfers only significant underwriting
risk should be recorded in an insured's income statement as an offset against the loss recorded by
the insured that will be reimbursed under the insurance or reinsurance contract and in an insurer's
income statement as an incurred loss. The reduction in the deposit related to the unexpired portion
of the coverage provided should be recorded by the insured and the insurer who are insurance
enterprises as an adjustment to incurred losses. Insurance enterprises should disclosure the amounts
related to those deposit contracts that are reported in incurred losses in their statement of earnings
(see paragraph 19). If the insured and the insurer are enterprises other than insurance enterprises,
the reduction in the deposit related to the unexpired portion of the coverage provided should be
recorded as an expense.
15. The discount rate used to determine the deposit asset should be the current rate on United
States government obligations with similar durations, adjusted for default risk under the existing
contract. Consideration of the default risk, if any, should be based on the assessment of the
likelihood of the collectibility of the deposit asset. The discount rate used to determine the deposit

5

The provisions of FASB Statement No. 114 should be applied to insurance and reinsurance contracts that
transfer only significant timing risk and insurance and reinsurance contracts that transfer neither significant timing
nor significant underwriting risk.
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liability should be the current rate on United States government obligations with similar durations.
These rates should be established at the date of each loss incurred and used for the remaining life of
the contract and should not be changed.
Insurance and Reinsurance Contracts With Indeterminate Risk
16. Uncertainties surrounding these insurance and reinsurance contracts are analogous to those often
associated with foreign property and liability reinsurance as addressed in SOP 92-5, Accounting for
Foreign Property and Liability Reinsurance. As a result, the guidance in SOP 92-5 as to the open-year
method, should be followed. The open-year method should not, however, be used to defer losses that
otherwise would be recognized pursuant to FASB Statement No. 5.
17. Under the open-year method, the effects of the contracts are not included in the determination
of net income until sufficient information becomes available to reasonably estimate and allocate
premiums. The open-year method requires that these effects be aggregated in the balance sheet.
When sufficient information becomes available to reasonably estimate and allocate premiums, the
insurance or reinsurance contract with indeterminate risk should be reclassified into one of the three
categories as an insurance or reinsurance contract that transfers neither significant timing nor
significant underwriting risk, transfers only significant timing risk, or transfers only significant
underwriting risk, as appropriate, and accounted for accordingly. The change in deposit assets or
liabilities that result when sufficient information becomes available is treated as a change in
accounting estimate in accordance with APB Opinion 20, Accounting Changes.
Disclosures
18. Entities should disclose a description of the contracts accounted for as deposits and the separate
amounts of total deposit assets and deposit liabilities reported in the statement of financial position.
19. Insurance enterprises should disclose the following information regarding the changes in the
recorded amount of the deposit arising from an insurance or reinsurance contract that transfers only
significant underwriting risk:
a. The present value of an initial expected recovery that will be reimbursed under the insurance
or reinsurance contract that has been recorded as an adjustment to incurred losses.
b. Any adjustments of the amount initially recognized for expected recoveries (including interest
accrual, the present value of additional expected recoveries, and the present value of a
reduction in expected recoveries). These amounts should be disclosed separately.
c. The amortization expense attributable to the expiration of coverage provided under the
contract.
EFFECTIVE DATE AND TRANSITION
20. This SOP is effective for financial statements for fiscal years beginning after December 15,
1998, with earlier adoption encouraged. Previously issued annual financial statements should not be
restated. Initial application of this SOP should be as of the beginning of an entity's fiscal year (that
is, if the SOP is adopted prior to the effective date and during an interim period, all prior interim
periods should be restated). The effect of initially adopting this SOP should be reported as a
cumulative effect of a change in accounting principle (in accordance with the provisions of APB
Opinion 20).
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The provisions of this Statement need not be
applied to immaterial items.

BASIS FOR CONCLUSIONS
2 1 . Because of questions raised about the application of the deposit method of accounting to
insurance and reinsurance contracts that do not indemnify against loss or liability and the scarcity of
guidance concerning the accounting for such contracts, the Accounting Standards Executive
Committee (AcSEC) believes that guidance is needed for all entities that enter into insurance and
reinsurance contracts that are to be accounted for as deposits under FASB Statement Nos. 5, 60,
and 113 and EITF Issue Nos. 93-6 and 93-14. Long-duration life and health insurance and
reinsurance contracts that do not indemnify against mortality and morbidity risk are not covered under
this SOP because FASB Statement Nos. 97 and 113 provide sufficient guidance on accounting for
these kinds of insurance and reinsurance contracts.
22. Paragraph 44 of FASB Statement No. 5 states:
To the extent that an insurance contract or reinsurance contract does not,
despite its form, provide for indemnification of the insured or the ceding
company by the insurer or reinsurer against loss or liability, the premium paid
less the amount of the premium to be retained by the insurer or reinsurer shall
be accounted for as a deposit by the insured or ceding company. Those
contracts may be structured in various ways, but if, regardless of form, their
substance is that all or part of the premium paid by the insured or the ceding
company is a deposit, it shall be accounted for as such.
That guidance is also incorporated in paragraph 18(a) of FASB Statement No. 113.
23. The consensus decision in EITF Issue No. 93-6 states, in part:
The Task Force reached a consensus that in order to be accounted for as
reinsurance, a contract that reinsures risk arising from short-duration insurance
contracts must meet all of the following conditions: (1) the contract must
qualify as a short-duration contract under paragraph 7(a) of Statement 60, (2)
the contract must not contain features that prevent the risk transfer criteria
in paragraphs 8 through 13 of Statement 113 from being reasonably applied
(and those criteria must be met), and (3) the ultimate premium expected to be
paid or received under the contract must be reasonably estimable and
allocable in proportion to the reinsurance protection provided as required by
paragraph 14(a) and (b) of Statement 60 and paragraph 21 of Statement 113.
If any of these conditions are not met, a deposit method of accounting should
be applied by the ceding and assuming enterprises.
The consensus decision in EITF No. 93-14 states, in part:
The Task Force reached a consensus that in order to be accounted for as
insurance, an insurance contract must indemnify the insured as required by
paragraph 44 of Statement 5. For those contracts that do not provide
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indemnification, the premium paid, less the amount of the premium t o be
retained by the insurer, should be accounted for as a deposit by the insured.
Initial Measurement
2 4 . The SOP states that at inception, insurance and reinsurance contracts accounted for under
deposit accounting should be measured based on the consideration paid or received less any explicitly
identified premiums or fees t o be retained by the insurer or reinsurer. The provisions of paragraph 4 4
of FASB Statement No. 5 and paragraph 18a of FASB Statement No. 1 1 3 state t h a t "for those
contracts that do not provide indemnification, the premium paid, less the amount of the premium to
be retained by the insurer, should be accounted for as a deposit by the insured." AcSEC believes that
it may be difficult, if not impossible, t o reasonably determine the amount of the premium t o be
retained by the insurer w h e n initially measuring the deposit unless it is explicitly identified in the
contract to an agreement because the implicit rate of interest in the contract reflects a combination
of consideration including prevailing market rates, uncertainty regarding amounts and timing of cash
f l o w s as well as ranges of possible margins that may be retained by the insurer. The accounting
provided in t h e SOP is similar t o accounting for prepaid insurance.
Insurance and Reinsurance Contracts That Transfer Only Significant Timing Risk and Insurance and
Reinsurance and Contracts That Transfer Neither Significant Timing nor Significant Underwriting Risk
2 5 . AcSEC concluded that the revenue and expense associated w i t h insurance and reinsurance
contracts that transfer only significant timing risk, and w i t h insurance and reinsurance contracts that
transfer neither significant timing nor significant underwriting risk are attributable primarily t o the time
value of m o n e y . Accordingly, AcSEC concluded that the interest m e t h o d described in FASB
S t a t e m e n t N o . 9 1 is the appropriate model t o apply t o these kinds of insurance and reinsurance
contracts. AcSEC also concluded t h a t , consistent w i t h FASB Statement No. 9 1 , changes in actual
or estimates of timing and, where applicable, amount of cash f l o w s under such insurance and
reinsurance contracts should be accounted for by recalculating the effective yield.
Insurance and Reinsurance Contracts That Transfer Only Significant Underwriting Risk
2 6 . T h i s SOP requires t h a t deposits under insurance and reinsurance contracts t h a t transfer only
significant underwriting risk be measured based on the unexpired portion of t h e coverage provided
until such time as a loss is incurred that will be reimbursed under the contract. Once a loss is incurred
t h a t w i l l be reimbursed under the insurance or reinsurance contract that transfers only significant
u n d e r w r i t i n g risk, the deposit is to be measured by the present value of the expected future cash
f l o w s arising f r o m the contract plus the remaining unexpired portion of the original deposit for the
coverage provided.
2 7 . AcSEC considered a variety of discount rates and concluded that the deposit should be measured
by the present value of expected future cash f l o w s discounted at the current risk-free rate available
in the market, adjusted for default risk in the case of a deposit asset. AcSEC also discussed w h e t h e r
this rate should continue t o be used in subsequent periods (often referred t o as the lock-in
concept)
or whether the rate should change throughout the remaining life of the c o n t r a c t . AcSEC concluded
that the rate should be established at the date of the loss for each loss occurrence and used for the
remaining life of the contract. In those circumstances where there is more t h a n one loss there will
be different rates for each of the loss occurrences.
2 8 . For insurance and reinsurance contracts that transfer insurance risk (meaning contracts t h a t
transfer both underwriting and timing risk), t h e purchaser (who is in a comparable position t o t h e
insured or ceding entity) pays a fixed or determinable amount and receives a right t o an uncertain
f u t u r e return. Estimated recoveries under such contracts generally are recorded at undiscounted
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amounts. For insurance and reinsurance contracts that transfer only significant underwriting risk, t h e
deposit is measured by the present value of the expected future cash f l o w s . AcSEC believes t h a t this
difference in measurement—between insurance and reinsurance contracts that transfer insurance risk
and those that transfer only significant underwriting risk—appropriately reflects t h e dissimilarities in
these contracts, principally the failure to m a t c h the timing of the recoveries t o t h e timing of t h e loss.
2 9 . W h e n an asset or liability is measured by discounting expected future cash f l o w s , t h e present
value of such asset or liability will increase f r o m one reporting period to the next as a result of the
passage of time (assuming that the actual or expected timing and amount of cash f l o w s remain
constant). However, the present value of a deposit under an insurance and reinsurance contract t h a t
t r a n s f e r s only significant underwriting risk may change f r o m one reporting period t o t h e next as a
result of, not only the passage of time, but also the changes in actual or estimated t i m i n g and amount
of cash f l o w s .
3 0 . AcSEC considered whether the change in t h e present value of the cash f l o w s should be
recognized as entirely interest related, as underwriting related (offsetting the recorded loss under t h e
insurance or reinsurance contract), or as partly interest related and partly underwriting related.
AcSEC concluded that the entire change should be recognized in the income statement as an offset
to the loss recorded by the insured that will be reimbursed under the insurance or reinsurance contract
that transfers only significant underwriting risk. W i t h regard t o insurance enterprises and because
of the significance of amounts recorded as incurred losses by these enterprises, AcSEC believes t h a t
disclosure of the components of the deposit that are recorded in incurred losses is appropriate.
AcSEC noted that, if the amount of expected future cash f l o w s under the deposit contract changes,
the reporting entity will report both a change in the deposit and a corresponding change related t o the
underlying loss accrual; AcSEC concluded that these changes should be recognized in a similar
m a n n e r . Additionally, because this kind of contract transfers significant underwriting risk, AcSEC
considered it inappropriate to recognize the entire change in the present value of the cash f l o w s as
interest related. AcSEC also concluded that the costs of accounting separately for the interest-related
component of the change in the present value of the cash f l o w s outweighed t h e benefits of such
separate accounting. AcSEC noted the following areas in w h i c h the interest-related component of
a change in the present value of an asset or liability is recognized as an operating item rather t h a n as
interest related: accounting for long-duration insurance liabilities and changes in cash surrender value
of life insurance contracts, accounting for pension and other post-retirement benefit expenses,
accounting generally used w h e n insurance claim liabilities are measured on a discounted basis, and
accounting for a change in the present value of an impaired loan.

3 1 . AcSEC considered a variety of possible w a y s t o apply deposit accounting t o insurance and
reinsurance contracts that transfer only significant underwriting risk. The following graph, w h i c h is
based on the example in paragraphs 4 2 through 4 5 , illustrates the effects of four alternative m e t h o d s
of accounting for insurance and reinsurance contracts that transfer only significant underwriting risk
that were considered by AcSEC. In this example, the insured or ceding entity pays an initial premium
of $ 1 , 0 0 0 and expects t o recover § 5 , 0 0 0 at the end of year 8 based on an actual loss incurred by
the insured. A delayed reimbursement clause mitigates timing risk.
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Asset Balance
$
5,000
4,000
3,000
2,000
1,000

1 2

3

4

5

6

7

8

Years

SOP Method—Discounted Value of Cash Flows
Interest Method
Undiscounted Value of Cash Flows
Cash Basis

3 2 . AcSEC eliminated f r o m consideration the cash basis and the undiscounted value of cash f l o w s
because those methods failed to properly reflect the time value of m o n e y , the receivable or payable
under the c o n t r a c t , or both.
3 3 . AcSEC concluded that the interest method failed to recognize that the $ 5 , 0 0 0 incurred loss w a s
a discrete event that has been recorded under the contract in year 1 giving rise t o the ultimate
recovery of $ 5 , 0 0 0 in year 8.
Insurance and Reinsurance Contracts With Indeterminate Risk
3 4 . In insurance and reinsurance contracts w i t h indeterminate risk, there is insufficient information,
because of the terms of the contract, to reasonably estimate and allocate premiums. Paragraph 15
of SOP 9 2 - 5 provides that, in circumstances where a foreign ceding entity cannot provide the
information required by the assuming entity to estimate both the ultimate premiums and the
appropriate periods of recognition, the open-year method should be used.
3 5 . AcSEC concluded that uncertainties surrounding these insurance and reinsurance contracts are
analogous to those often associated w i t h foreign property and liability reinsurance as addressed in
SOP 9 2 - 5 . A s a result, the guidance in SOP 9 2 - 5 as t o the open-year m e t h o d should be f o l l o w e d .
3 6 . When sufficient information becomes available to reasonably estimate and allocate premiums,
the insurance or reinsurance contract w i t h indeterminate risk should be reclassified into one of three
categories as an insurance or reinsurance contract that transfers neither significant timing nor
underwriting risk, transfers only significant timing risk, or transfers only significant underwriting risk,
as appropriate, and accounted for accordingly.
FASB Statement No. 1 1 3 provides that the
determination of whether a contract transfers risk should be evaluated at the inception of the
contract. There are no provisions in FASB Statement No. 113 t h a t provide for subsequent
r e v a l u a t i o n of a contract. Therefore, AcSEC concluded that the accounting for an insurance or
reinsurance contract w i t h indeterminate risk at its inception should continue t o use deposit accounting
as described in this SOP w h e n sufficient information becomes available t o reasonably estimate and
allocate premiums.
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ILLUSTRATIONS OF APPLICATION OF CONCLUSIONS
37. The following examples illustrate the application of the conclusions in this SOP. These examples
illustrate the accounting of the insured. The accounting by the insurer would be symmetrical, except
as noted in this SOP.
Insurance and Reinsurance Contracts That Transfer Neither Significant Timing nor Significant
Underwriting Risk
38. This example illustrates the accounting of the insured for an insurance or reinsurance contract
that transfers neither significant timing nor significant underwriting risk. The facts are as follows:
Premium
Coverage period
Expected recoveries
Implicit interest rate

$1,000
1 year
$250 at the end of each year for five years
8 percent

39. At contract inception, the insured records a $1,000 asset. Changes in the amount or timing of
cash flows are not anticipated. Cash recoveries reduce the carrying amount of the deposit when they
are received and the carrying amount of the deposit is increased at each reporting date by the amount
of the interest earned during the period, as follows. The example assumes that the enterprise is
reporting related financial information as of the end of each year.
8 Percent

Cash
Recoveries

Deposit

Initial payment

1,000

Year 1

1,080

80

End of Year 1

(250)
66

Year 2

896

End of Year 2

(250)
52

Year 3

(250)

End of Year 4

(250)

(250)

$

234
250

16

End of Year 5
Total

448
484

36

Year 5

646
698

End of Year 3
Year 4

830

1,250)

250

0
0

Insurance and Reinsurance Contracts That Transfer Only Significant Timing Risk
40. This example illustrates the accounting of the insured for an insurance or reinsurance contract
that transfers only significant timing risk. The facts are as follows:

22

Premium
Coverage period
Initial expected recoveries
Initial implicit rate

$1,000
1 year
$225 per year (at end of year) for five years
4 percent (*)

*(present value of $225 per year for five years at 4 percent = $1,000)
This implicit rate will typically be less than the current risk-free rate because of the uncertainties as
to timing of cash flows in the insurance or reinsurance contract.
4 1 . At contract inception, the insured records a $1,000 asset. Though the total amount ($1,125)
is likely to be paid, changes in estimates of the timing of cash flows are expected. At each
subsequent reporting date, the amount of the deposit would be increased by the amount of interest
earned during the period, calculated using the estimated future cash flows to determine the thencurrent implicit discount rate (this is consistent with the retrospective approach in applying the
interest method). Assuming a change in the expected timing of cash flows at the end of Year 2, the
carrying amount of the asset would be calculated as shown in the following table.
Interest

Cash
Recoveries

Income

Description
Initial payment

Deposit
Balance
1,000

Year 1 (4 percent)(1)

40

1,040

End of Year 1

(225)

Year 2 (4 percent)

815
848

33

End of Year 2

(200)

648

Yield adjustment (2)

(8)

640

Year 3 (3.63 percent) (2)

23

663

End of Year 3

(175)

Year 4 (3.63 percent)

506

18

End of Year 4

(175)

Year 5 (3.63 percent)

12
(175)
7

$

168
175

End of Year 6
Totals

331
343

End of Year 5
Year 6 (3.63 percent)

488

125

(1)

(175)

0

(1,125)

0

Implicit rate at the inception of the insurance or reinsurance contract.
At the end of Year 2, the timing of anticipated recoveries under the insurance or reinsurance
contract is revised. A reevaluation of the implicit interest rate produces a rate of 3.63 percent and
an asset of $640 at the end of the year.
(2)

23

Insurance and Reinsurance Contracts That Transfer Only Significant Underwriting Risk
42. This example illustrates the accounting of the insured for an insurance or reinsurance contract
that transfers only significant underwriting risk. The facts are as follows:
Initial premium
Coverage period
Expected recoveries

$1,000
1 year
Could aggregate up to $10,000 with none
paid prior to year 8 regardless of when the
insured incurs or pays a loss

43. A delayed reimbursement clause which provides that the full amount will be paid to the insured
or ceding entity at the end of year 8, mitigates timing risk. A $5,000 loss is incurred in Year 1 and
is expected to be recovered at the end of Year 8. The risk-free rate of interest at Year 1 , adjusted
for default risk, is 6 percent. (For the insurer, the risk-free rate would be used but it would not be
adjusted for default risk). At the end of Year 3, the estimated loss is increased from $5,000 to
$6,000.
44. At contract inception, the insured records a $1,000 asset. The $1,000 amount is amortized over
the coverage period of one year. When the $5,000 loss is incurred, the insured increases the amount
of the asset by the present value of the $5,000. (Note that the insured has recorded the entire
$5,000 loss from the underlying event in the same period.) At each subsequent reporting date, the
portion of the carrying amount of the asset attributable to the incurred loss would be recalculated by
discounting the estimated future cash flows.
45. The carrying amount of the asset would be calculated as shown in the following table.
Offset
to Recorded
Description
Initial payment
Amortization
Year 1
Year 2
Year 3
Adjustment
Year 4
Year 5
Year 6
Year 7
Year 8
Totals

Amortization

Cash
Recoveries
Deposit
at end of year

1,000
3,325 (1)
200
211
747
270
284
303
320
$

1,000

340

6,000

5 000

6,000

1,000
0
3,325(2)
3,525
3,736
4,483 (3)
4,753
5,037
5,340
5,660
0
0

(1)

The loss occurred on the last day of the year.

(2)

The present value of $5,000 received after seven years discounted at 6 percent. At the end of
year 1, there is no remaining deposit applicable to the unexpired portion of the coverage because
it is a one-year contract.
The present value of $6,000 received after 5 years discounted at 6 percent.

(3)
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Conversion From a Contract That Transfers Only Significant Timing Risk to a Contract That Transfers
Significant Underwriting Risk
46. The following illustration builds on the examples in paragraphs 40 and 4 1 . It uses the same
assumptions and facts as that example for the first two years; however, at the end of Year 3, the
estimated recovery is increased from $1,125 to $1,950 (with the remaining recovery to be $450 per
year for the remaining three years). For purposes of this example, assume the magnitude of the
change in the estimated recovery is such that a determination should be reached that the contract
does include significant underwriting risk. The risk-free rate adjusted for default risk, at the time of
the change in the estimated amount of recovery, is 8 percent.

Description
Initial payment
Year 1 (4 percent)
Year 2 (4 percent)
Year 3 (3.63 percent)
Adjustment
Year 4 (8%)
Year 5 (8%)
Year 6(8%)
Totals
(1)
(2)

(3)

Interest
Income

Offset
to Recorded
Losses

88

Deposit

at end of year

Balance

(225)
(200)
(175)

40
25(1)
23

$

Cash
Recoveries

671 ( 2 )
93
64
34
862

(450)
(450)
(450)
1,950

1,000
815
640
488
1,159(3)
802
416
0
0

The interest income adjustment at 4 percent of $33 less the yield adjustment of $8 = $25
At the end of year 3, a loss event occurs which changes the estimated recovery to $1,950.
The payment of the loss event will occur over three year, in years 4 , 5, and 6.
The present value of $450 per year for three years discounted at 8 percent.
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GLOSSARY
Assuming enterprise (or entity). The party that receives a reinsurance premium in a reinsurance
transaction. The assuming enterprise (or reinsurer) accepts an obligation to reimburse a ceding
enterprise under the terms of the reinsurance contract.
Ceding enterprise (or entity or company). The party that pays a reinsurance premium in a
reinsurance transaction. The ceding enterprise receives the right to reimbursement from the
assuming enterprise under the terms of the reinsurance contract.
Experience adjustment. A provision in an insurance or reinsurance contract which modifies the
premium, coverage, commission, or a combination of the three, in whole or in part, based on
experience under the contract.
Insurance risk. The risk arising from uncertainties about both underwriting risk and timing risk.
Actual or imputed investment returns are not an element of insurance risk. Insurance risk is
fortuitous—the possibility of adverse events occurring is outside the control of the insured.
Timing risk. The risk arising from uncertainties about the timing of the receipt and payments of
the net cash flows from premiums, commissions, claims, and claim settlement expenses paid
under a contract.
Underwriting risk. The risk arising from uncertainties about the ultimate amount of net cash flows
from premiums, commissions, claims, and claim settlement expenses paid under a contract.
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